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**BEGINNING OF EXAMINATION**
Morning Session

1. (5 points)

(a) (1 point) Compare the following types of regulatory action that may be taken by
a state department of insurance:

(1) Mandatory corrective action

(11) Administrative supervision
The NAIC may directly intervene in the financial examination of an insurer through the
NAIC’s Financial Condition (EX4) Subcommittee’s call for a special association

examination.

(b) (I point) Describe two situations that can lead to a special association
examination.

The NAIC RBC formula includes a charge for credit risk from reinsurance recoverables.

(©) (1.5 points) Describe two criticisms of this charge and the response to each
criticism.

(d) (1.5 points) Compare the treatment of earthquake risk among the following
regulatory capital standards:

(1) NAIC RBC formula after including the proposals from the NAIC
Solvency Modernization Initiative

(i1) Solvency II Standard Formula, Solvency Capital Requirement (SCR)

(ii1))  Canadian Minimum Capital Test (MCT)
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(5 points)

(a) (I point) Compare the treatment of uncollectible reinsurance in U.S. statutory
accounting and U.S. GAAP.

(b) (0.5 points) Describe the purpose of Note 23D, Uncollectible Reinsurance, in the
NAIC Annual Statement Notes to Financial Statements.

(c) (I point) State what is required from the appointed actuary regarding reinsurance
collectibility in the Statement of Actuarial Opinion.

The Nonadmitted and Reinsurance Reform Act, a subsection of the Dodd-Frank Wall
Street Reform and Consumer Protection Act (Dodd-Frank Act), empowers individual
states to certify alien reinsurers.

(d) (I point) Compare the Schedule F Provision for Reinsurance from a certified
unauthorized reinsurer and a non-certified unauthorized reinsurer.

The Dodd-Frank Act established the Federal Insurance Office (FIO), which has the
power to preempt state regulatory measures.

(e) (0.5 points) Identify the purpose of the FIO’s power to preempt state regulatory
measures.

6] (I point) Describe the preconditions for the FIO to implement preemption
authority.
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(5 points) You are the chief actuary and chief risk officer of Zed-Ham Insurance, a large
(over $5 billion in annual written premiums) U.S. insurance group. You are responsible
for preparing the group’s Own Risk and Solvency Assessment (ORSA) Summary Report.

One of the considerations examined in your ORSA Summary report for Zed-Ham is the
“Accounting or Valuation Regime” for which you need to describe the accounting or
valuation basis for the measurement of risk capital requirements and available capital.
You had initially selected statutory accounting. The Board of Directors for Zed-Ham has
now prescribed that economic value must be used in Zed-Ham’s ORSA Summary
Report. You are unable to judge the appropriateness of this prescribed assumption in the
time you have available to prepare the report. You decide to use the International
Standard of Actuarial Practice (ISAP) 1, General Actuarial Practice, as your guidance in
this matter.

(a) (1.5 points) Explain what is required of you for the ORSA Summary Report
regarding the Board’s prescribed assumption.

For the consideration of “Quantification Method” in the ORSA Summary Report, you
have selected stochastic modeling.

(b) (1.5 points) Describe one advantage and one disadvantage of the selected
method.

The following other considerations are also included in your report:
6)) Definition of Solvency
(i1))  Risks Modeled
(iii))  Defined Security Standard
(iv)  Aggregation and Diversification

(c) (2 points) Identify two examples from each of the four considerations listed.
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4. (6 points) Smallish Insurance Company (Smallish) is a U.S. general insurance company.
You have been an internal actuary at Smallish from company inception in 2004,
responsible for product pricing and special projects.

Jo Biggish, an external actuary with Biggish Actuarial Services, Inc., has been the
Appointed Actuary for Smallish on a consulting basis from company inception until the
December 2014 Board of Directors meeting.

On December 15, 2014, the Board of Smallish approached you to be the Appointed
Actuary for year-end 2014, replacing Jo Biggish. The Board of Smallish also decided to
change auditors at this time.

(a) (I point) Identify two important considerations that you should address prior to
accepting the role.

(b) (I point) Compare the use of an internal Appointed Actuary and an external
Appointed Actuary. Include in your comparison one advantage and one
disadvantage for each.

(c) (2 points) Describe the three documents that the Appointed Actuary must prepare
for Smallish, including the required timing for each document.

You have accepted the role as Appointed Actuary. In your actuarial analysis, you note
that Smallish fails all three NAIC IRIS tests dealing with reserves.

(d) (I point) Describe your responsibility as Appointed Actuary with respect to the
results of the three failed NAIC IRIS reserve tests.

Because of changes in reinsurance terms and provisions and the interpretation of risk
transfer by the new auditors, Smallish management has now attested that a material
portion of the reinsurance is financial. Smallish will now report the impact of the
financial reinsurance using deposit accounting.

(e) (I point) Describe your responsibility as the Appointed Actuary regarding this
shift to deposit accounting for the financial reinsurance.
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(7 points)

(a) (I point) Describe a condition of the McCarran-Ferguson Act (1945) that must be
met by a state to remain the primary regulator of the business of insurance.
Include in your description any exceptions to this condition.

In 1999, the Gramm-Leach-Bliley Act (GLB), also called the Financial Services
Modernization Act, addressed state vs. federal regulation.

(b) (I point) Describe the issues GLB addressed with respect to state regulation of
insurance.

(©) (I point) Describe two reasons there exists substantial uniformity of insurance
regulation among the states.

State regulation of insurance has been criticized as being inefficient because there are
some duplicative costs in a state-based system that could be eliminated by the federal
regulation of insurance.

(d) (I point) Explain how the duplicative costs of state insurance regulation may not
be inefficient when compared to a single system of federal regulation.

The top administrator in a state department of insurance is often referred to as the
insurance commissioner. In some states this position is elected, while in others the
commissioner is appointed.

(e) (1.5 points) Select one system for filling the position of insurance commissioner
and provide for your selection:

(1) an argument in favor of it;

(i1) an argument against it; and

(iii)  arebuttal to the argument against it noted in (ii).
According to Vaughan in “The Economic Crisis and Lessons from (and for) U.S.
Insurance Regulation,” failure to effectively regulate financial institutions played an
important role in the events leading to the financial turmoil of 2007-2009. One reason
that may cause financial regulators to fail in their duty of effective regulation is

regulatory fallibility.

® (1.5 points) Describe two other reasons that may cause financial regulators to fail
in their duty of effective regulation.
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6. (4 points) Spread-Out Insurance (SOI) operated only in Country A for many years until
last year when it established a subsidiary in Country B. When SOI considered expanding
operations to Country B, it noted that Country B is a tax haven because it does not have
any corporate taxes.

(a) (I point) Describe two types of corporate tax structures that are used in tax
havens other than a system of no corporate taxes.

(b) (I point) Describe two financial considerations, other than taxation, that should
be accounted for when deciding to operate a subsidiary in a different country.

(©) (I point) Describe two non-financial considerations that should be accounted for
when deciding to operate a subsidiary in a different country.

To operate in Country B, SOI purchased land and a building in an office park where
several businesses were already established. After the purchase, Country B decided that
it would turn this office park into a public-use nature park. After some tense
negotiations, SOI’s building and land were ultimately acquired by Country B.
Remuneration was involved but Country B’s acquisition of SOI’s property came without
the full consent of SOI.

(d) (I point) Describe the legal power used by Country B to acquire SOI’s property
for public use.
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7. (4 points) Statutory accounting categorizes loss adjustment expenses as Defense and
Cost Containment (DCC) or Adjusting and Other (AO).

(a) (0.5 points) Explain how fees for a claims fraud investigator are to be categorized
in statutory accounting.

(b) (1.5 points) Describe how Schedule P — Part 2 (i.e., incurred development
triangles by line of business) handles the following items:

(1) AOQ expenses

(i1) DCC expenses

(ii1)  Salvage and Subrogation Received

(iv)  Salvage and Subrogation Anticipated

(v) Structured Settlements

(vi)  Reinsurance recoverables from a reinsurer in financial difficulty
(c) (I point) Explain how statutory accounting limits investment risk.
Vee Insurance Company (VIC) has had a bad faith claim filed against it. At the time of
preparation of the financial statements, VIC is uncertain as to whether or not the claim

has any merit.

(d) (1 point) Describe how VIC should account for this contingent loss under
statutory accounting for each of the two scenarios that follow:

(1) VIC management’s opinion is that the bad faith claim has four distinct
possible outcomes, each with equal probability.

(11) VIC management’s opinion is that the bad faith claim has a continuous
spectrum of possibilities from a known minimum amount to a known
maximum amount, and no amount within that range is any more probable
than any other.
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8. (6 points) Gold Level Insurance (Gold) plans to cede a share of its direct written
premium on high risk commercial property policies to Pyrite Re (Pyrite). Pyrite has
proposed a reinsurance agreement with the following terms:

Policy inception date of July 1, 2015.

Agreement to cover losses on policies written from July 1, 2015 to June 30, 2016.

Quota share reinsurance with Gold ceding 40% to Pyrite.

Reinsurance premium payable on a monthly basis by Gold to Pyrite.

m (OO W >

All reinsured losses are settled by Pyrite to Gold in a lump sum 3 years after
inception of the policy.

An insolvency clause which stipulates that if Gold becomes insolvent, Pyrite will
reduce its loss settlement obligations to Gold by 10% (i.e., loss settlement reduced
to 36% of the direct loss total).

G | Gold to provide premium reports to Pyrite on a monthly basis.

e

H | Gold to provide loss payment reports to Pyrite every six months.

I | Termination of the contract is on a run-off basis.

A reinsurance commission rate is payable by Pyrite to Gold when reinsured losses
are settled. The commission has a 1-to-1 swing from a minimum commission rate

! of 10% at a 75% loss ratio to a maximum commission rate of 30% at a 55% loss
ratio.
If Gold’s high risk commercial property policy direct written premium volume is
K less than $1 million for the reinsurance coverage period, Gold must cede 5% of its

personal property policies in a new quota share reinsurance agreement for one
year commencing July 1, 2016 with a 10% flat reinsurance commission rate.

Gold’s high risk commercial property policies have six-month policy periods, an
expected loss ratio of 60% and no likelihood of the loss ratio exceeding 80%. Policies
are expected to be written uniformly over the reinsurance treaty period. Losses are
expected to be reported no later than two weeks after occurrence and are settled no later
than three months after report.

Gold’s personal property policies are highly profitable with an expected loss ratio of 45%
and an expected premium volume of $10 million.

(a) (4 points) Determine which terms of the proposed high risk commercial property
reinsurance agreement will likely prevent it from being accounted for as
reinsurance under the rules of U.S. statutory accounting.

(b) (2 points) Propose a potential revision to each term identified in part (a) so that
the agreement may be accounted for as reinsurance under the rules of U.S.
statutory accounting.
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9. (5 points)

(a) (0.5 points) Describe the adjustments required to convert statutory surplus to
IFRS capital.

(b) (I point) Describe the Insurance Expense Exhibit (IEE) approach to allocating
statutory surplus to line of business for the purpose of computing Investment Gain
Attributable to Capital and Surplus by line of business.

(c) (1.5 points) Explain why the IEE allocation of investment income from capital
and surplus to a line of business may not be appropriate for use in the ratemaking

process.

You are given the following information for Capital Idea Insurance Company (CIIC):

Statutory surplus $5.0 million
Equity in the unearned premium reserve $1.0 million
Implicit interest discount in full value loss reserves $0.8 million
Non-admitted assets $1.1 million
Statutory provision for reinsurance $0.5 million
Bad debts $0.2 million
Expected uncollectible reinsurance $0.3 million
Reserve deficiency $0.4 million
Cost of holding capital for unpaid losses $0.6 million
Opportunity cost of capital 10%

(d) (2 points) Calculate CIIC’s target return on statutory surplus based upon the
methodology outlined in the textbook General Insurance Financial Reporting
Topics.
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10. (5 points) The National Flood Insurance Program (NFIP) is a public insurance program
administered by the federal government that makes flood insurance available in the U.S.

(a) (3 points) Compare the NFIP to private-sector property insurance with respect to
the following features:
(1) Contract language and policy disputes
(i1) Coverage and limits
(i11)  Determination of rates

In France, flood is included within the government’s “Cat Nat” plan for insuring property
from natural catastrophes.

(b) (1.5 points) Compare the operation of the “Cat Nat” plan in France to the NFIP in
the United States.

China has one of the highest exposures to flood risk in the world.

(©) (0.5 points) Explain why private sector insurers in China are generally able to
include flood peril coverage in property insurance policies without any
government involvement.
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11. (4 points) U.S. tax accounting, Canadian statutory accounting and International Financial
Reporting Standards (under IFRS 4) require the discounting of unpaid loss amounts.

(a) (1.5 points) Compare the process for discounting unpaid losses under these three
accounting standards (U.S. tax, Canadian statutory, IFRS 4) with respect to the
following:

(1) Discount rate

(i1) Risk margins

(b) (2 points) Calculate the total Internal Revenue Service (IRS) tax-basis discounted
unpaid losses and expenses for U.S. tax purposes given the following information:

Workers Compensation
Schedule P — Part 1D IRS Loss
Accident | Total Net Losses and Tabular Reserve
Year Expenses Unpaid Discount Discount
[Column 24] Factor
2011 4,000 400 0.92
2012 7,000 900 0.90
2013 9,000 1,200 0.87
Total 20,000 2,500

All amounts in the table are in thousands of dollars.

(©) (0.5 points) Describe how the computation of earned premium in U.S. tax
accounting differs from its computation in U.S. statutory accounting.
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12. (4 points) It has been noted that U.S. tort law has influenced tort law in the
Commonwealth country of Canada to a greater extent than tort law in other
Commonwealth countries such as England, Australia and New Zealand.

(a) (2 points) Compare Canadian tort law to U.S tort law and tort law in other
Commonwealth countries (such as England, Australia and New Zealand) with
respect to the following:

(1) Civil Jury
(11) Contingency Fees
(i11))  Punitive Damages

(iv)  Class Actions

(b) (I point) Describe the major difference between Canadian tort law and U.S. tort
law with respect to product liability.

(c) (I point) Compare the treatment of compensation for “emotional distress” in
Canadian tort law with that in U.S. tort law with respect to insurer bad faith
damages.

*END OF EXAMINATION**
Morning Session

Exam GIFREU - Spring 2015 -12 - STOP
Financial and Regulatory Environment — US
Morning Session



USE THIS PAGE FOR YOUR SCRATCH WORK




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


